Lead Column

Securities Arbitration in Kansas:
Has the Dust Finally Settled?

ince the stockmarket decline

began in March 2000, the public

eye has centered on the nation’s
financial markets. From the bullish
recommendations of the local stock-
broker to the fraudulent and biased
research advice of Wall Street’s elite,
the last four years have been an un-
precedented time of financial educa-
tion and financial awareness for most
Americans.

At the heart of this sustained market
downturn is the investor, from the
middle-class couple who were count-
ing on retiring in a few years, to the
thirty-something parents with three
kids who saw their college fund disap-
pear before their very eyes. As the
markets declined, many investors
were left scratching their heads, won-
dering if they had just experienced
what their broker referred to as a typi-
cal market “correction” or, worse yet,
if their losses were a direct result of
their broker’s negligence.

This article will explain and clarify
the various nuances in representing
the individual investor in securities
disputes and outline the various theo-
ries of liability and methods of recov-
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By Jeff Kruske

Representing investors in

securities fraud actions

requires an attorney to be

well-versed not only in

securities laws and the

securities arbitration process,

but also competent in the

financial markets and the

multitude of investments

available to customers.

ery available to Kansas investors.

When attorneys think of “securities
law,” most are typically referring to
“securities regulation,” which deals
with the underwriting, registration
and distribution of initial public offer-
ings, insider trading and the like. Se-
curities fraud practice, however, is
more specific. Although the number of
attorneys who specialize in represent-
ing investors has grown over the past
several years, there are still less than
800 across the nation, most practicing
on the east and west coasts.

Kansas attorneys should note that in
the vast majority of these cases, main-
taining a securities fraud practice is
virtually the same as maintaining an
arbitration practice. Prior to 1987, in-
vestor claims were primarily pursued
in federal court; the securities industry
fought long and hard to move the pri-
mary forum of dispute resolution

away from the public courts to pri-
vate, industry-sponsored arbitration at
the New York Stock Exchange (NYSE)
or the National Association of Securi-
ties Dealers (NASD), the self-regula-
tory organizations that police the
financial markets.!

Most customers who maintain an
investment account at a national or
regional brokerage firm sign an
“opening account agreement” prior to
depositing funds with their broker.
Normally located in the fine print on
the back of these agreements is a pre-
dispute arbitration clause, which binds
both the investor and the broker to
resolve all disputes by way of arbitra-
tion. By forcing the customer to arbi-
tration, the typical avenue of filing a
civil complaint is eliminated.

NASD arbitration handles the ma-
jority of customer complaints in the
Kansas City area. Arbitration is bind-
ing on the parties with generally no
right to an appeal. Depositions and
interrogatories are not allowed, and
dispositive motions are rarely filed.?
Although a customer can expect to
pay a filing fee in the neighborhood of
$1,400 to initiate his or her claim, secu-
rities arbitration is a relatively inex-
pensive process that takes 12-18
months to resolve, assuming that it is
not settled prior to hearing.

What then, can a customer sue their
broker for? Typical cases involve vio-
lations of state and federal securities
laws, breach of contract, negligent
misrepresentation, breach of fiduciary
duty and, in some cases, common law
fraud. Most complaints assert viola-
tions of NASD rules, which brokers
are bound to follow as part of their
membership. These rules include a
“duty of fair dealing” to the customer
and a duty to recommend investments



that are suitable (given the customer’s
investment objectives and goals).

If a broker recommends stocks to a
client that do not fit his stated invest-
ment desires, a potential claim exists.
The same is true if a customer can
prove that the broker misrepresented
material facts, failed to disclose key
information, traded without authority,
overconcentrated the client’s account
in specific market sectors, did not ex-
plain the added risks of margin trad-
ing, or excessively traded the account
to generate commissions for himself.

The Kansas Securities Act® (“the
Act”) is particularly powerful and
should receive special mention here.
In 1911, Kansas passed the first “com-
prehensive” securities laws requiring
registration of both securities and pro-
moters.* The Kansas law was a re-
sponse to unwitting investors being
taken by salesmen selling worthless
interests in fly-by-night companies
and gold mines all along the back
roads of the state.” It was reportedly
said that no assets backed up those
securities—nothing but the blue skies
of Kansas.® Thus, the Kansas act was
the first of the “blue-sky laws.” To this
day, state laws regulating securities
are known throughout the industry as
blue-sky laws.

Not much of the Act has changed
since its inception. The Kansas Securi-
ties Act also provides more generous
remedies than those that are available
under federal securities laws. Notably,
the Actimposes liability upon merely
negligent actors for selling securities
by means of any material misrepresen-
tation. The Act provides for
rescissionary damages, reasonable
attorney fees, punitive damages and
15% prejudgment interest.”

As a general rule, clients want to sue
their brokers because they lost money
or felt they were charged excessively
for services. Since the market bubble
burst in 2000, securities attorneys have
prevailed on a number of theories, the
strongest of which will be outlined
here. First and foremost, almost all
securities fraud claims involve some
sort of “suitability” issue. Put another
way, a claim is alleged against a bro-
ker for recommending or investing
their client in an unsuitable stock or
mutual fund.

For instance, a broker may violate

his duty to invest his clients suitably
and prudently if he recommends to his
client that he invest his IRA funds in
speculative penny stocks or mutual
funds that have a volatile track record.
Another claim typically associated
with retirement funds is concentrating
clients’ money in a particular market
sector, such as technology or telecom-
munications. The more egregious
cases involve brokers buying and sell-
ing a client’s holdings for the purpose
of generating commissions and fees
for himself. Even if a client’s account
makes money, the broker can still be
held liable for churning, where the
appropriate remedy is disgorgement
of commissions.

What Damages are Recoverable
Under Kansas Law?

The Kansas Securities Act provides
for recovery for a defrauded investor
in terms of rescission and damages. In
general terms, the statute operates on
a rescission principal. The rescission
concept is consistent with the intent of
the Act, that the investor should be
made whole. To make the investor
whole, he should be able to have the
price of the securities refunded to him
plus all expenses and costs incurred in
the action.®’

When an investor still owns the se-
curities he is suing on, it is clear that
the remedy is statutory rescission. An
investor may not keep the securities
and sue for damages. As such, rescis-
sion requires the investor to tender the
return of the securities if he is seeking
arefund of the purchase price. Fur-
thermore, under rescission damage
calculations, the investor must also
give back any income he has received
in the form of interest, dividends, capi-
tal distributions, and the like.

In exchange, under the Act the in-
vestor receives a return of his invest-
ment plus interest on the investment
from the date of investment to the date
of payment plus costs and attorney
fees.!?

When the investor no longer owns
the securities, the Act provides that
the investor should be able to recover
damages. The Act does not define
damages in this context, but a practical
application of common law damages
in securities actions would likely pro-
vide that damages are equal to the

purchase price less the value of the
securities when they were disposed of
by the investor."

The Kansas Securities Act precludes
netting gains in unrelated securities
against losses in the securities about
which the customer complains. Under
the Act, a sale which violates the act is
voidable at the election of the pur-
chaser.”

Equally important, the statute gives
the purchaser the option of how to
seek relief.” The fact that there were
profits on a prior investment is irrel-
evant. This is true in federal and state
courts. The majority of courts address-
ing the issue have rejected netting in
securities cases. This issue was recog-
nized in In re Clinton Oil Company Se-
curities Litigation.'* Here, the court
analyzed the netting issue in terms of
policy and statutory language under
Rule 10b-5." The court determined
that allowing the defendants to offset
profits would undermine the remedial
purpose of securities laws by allowing
wrongdoers to potentially escape li-
ability. The court’s conclusion was
that net profits and losses realized on
sales of stock acquired in a single pur-
chase transaction should be offset, but
profits and losses on sales of shares
obtained in separate and independent
purchase transactions should not be
offset for the purpose of reaching a net
figure."” Courts in at least six other
jurisdictions interpreting blue sky
statutes similar to the Kansas Securities
Act have also held netting improper.'®

The leading federal case construing
damages under state law is Karne v.
Shearson Lehman Hutton."” In Kane the
customer’s claims involved purchases
and sales of stock issued by one com-
pany. On one trade, the customer
made a profit; on another the cus-
tomer had a loss. Shearson argued the
two trades should be netted against
one another. The customer claimed
that as a matter of policy and statutory
construction Shearson was wrong.

In interpreting the Florida Securities
Act, the Eleventh Circuit first ob-
served that the remedial goals of the
securities laws weighed heavily
against Shearson’s contentions:

What is found under both federal and
Florida law, is the intent to have secu-
rities anti-fraud provisions enforced
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stringently to deter fraud. As the dis-
trict judge noted, ‘If the...methodology
espoused by [Shearson] were adopted,
it could serve as a license for broker-
dealers to defraud their customers
with impunity up to the point where
losses equal prior gains.” %

The Kane court then turned to the
text of the Florida statute and con-
cluded that the language negated any
legislative intent to permit netting;:

[T]he plain language of the statute
reveals the intent to allow a purchaser
fraudulently induced into purchasing
a security to rescind his purchase, or,
if he has already sold at a loss, to be
put by an award of damages in as
good a position as if he had rescinded
the transaction. There is no indication
that other transactions are relevant to
this calculation at all. *

Similarly, in Davis v. Merrill Lynch,
the Eighth Circuit Court of Appeals
affirmed the district court’s entry of
judgment on ajury verdict awarding
damages to the plaintiff based on vio-
lations of federal securities laws, com-
mon law fraud and breach of fiduciary
duty.?

Thus, the investor may, but does not
have to, sue to set every transaction
aside; he may elect to keep some trans-
actions and reject others. Defendants
will often try to persuade the arbitra-
tors that the investor must accept or
reject all transactions and may only
recover the “net loss” in the account.
Clearly the investor is free to pick and
choose and naturally will reject trans-
actions in which they have suffered a
loss, while retaining transactions in
which they made a profit.

Suitability Claims

Claims for “unsuitable” investment
advice is the most common type of
case filed against brokers and broker-
age firms. This general claim is at the
heart of almost every type of case
(whether it involves churning, unau-
thorized trading, or the like) because a
broker is not permitted to recommend
or solicit an investment strategy until
they determine that the recommenda-
tion is consistent with the customer’s
investment objectives, financial needs,
and risk tolerance.*
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When a solicited investment was
inappropriate for a certain investor
and the broker knew or should have
known that it was so, the issue is one
of unsuitability.* Clearly, a broker has
an obligation to recommend only suit-
able investments and trading strate-
gies. Some examples of suitability
claims include:

1. Option trading for an investor
dependent on regular dividend
income

2.Sale of limited partnership interests
to individuals needing short-term
liquidity

3.Mutual funds with an investment
objective that is different from the
customer’s

4. Recommendation of a margin
account for an individual with
insufficient net worth to meet
margin maintenance calls

It is important to note that what may
be suitable for one investor can easily
be unsuitable for another. While most
investors seek to increase the value of
their portfolio, few appreciate the risks
in most investment strategies. As such,
it is the task of the broker to learn
about a customer’s income, current
investment portfolio, retirement plans
and net worth so that the broker can
be fully informed so as to recommend
an investment consistent with the
customer’s needs and risk tolerance.
While most investors understand that
there is some risk involved in invest-
ing in the stock market, the majority of
investors are not able to assess the risk
of the specific recommendation made
by the broker.

Concentration

When a customer’s account is abnor-
mally weighted in limited market sec-
tors, a bull market will typically cause
a sharp rise but will also magnify the
losses when the market corrects. The
classic example was the sustained ap-
preciation of the technology sector in
the late 1990s. Customer attorneys
often refer to concentration cases of
that era as “tech wreck” cases, or situa-
tions in which brokers recommended
virtually nothing but technology
stocks to their clients, resulting in their
portfolios being allocated among dif-
ferent stocks and mutual funds but

concentrated primarily in the technol-
ogy industry.

Virtually all brokerage firms ac-
knowledge that diversification among
asset classes is one of the cornerstones
of investing, no matter what type of
investor they have for a client. As a
rule, portfolios should be sufficiently
diversified so that all major asset cat-
egories are represented.” Investors
can also manage investment risk
through asset allocation (emphasis
you should place on stocks for growth,
bonds for income, and cash reserves
for safety and liquidity). These con-
cepts are not new, and the brokerage
industry has espoused these benefits
for years and years.

Diversification’s nemesis, of course,
is concentration. Concentration falls
under two primary causes of action:
negligence and fraud-related claims
(common law and statutory). Negli-
gence is the easier to prove by way of
the Kansas Securities Act. Stockbro-
kers have a myriad of duties, one of
which is the duty to recommend only
suitable investments.?® When an
account is overconcentrated, it is
de facto unsuitable.

The industry standards of care are
set forth by the rules of the NASD, the
NYSE, and the SEC; the regulators’
interpretations of their rules, federal
and state statutes, including the Kan-
sas Securities Act; the federal Securi-
ties Exchange Act; and compliance
manuals of brokerage firms.

In these instances, the most compel-
ling evidence of the seriousness of
concentrating a client’s account con-
sists of regulatory decisions evidenc-
ing suspensions and fines on brokers
for overconcentration.

For years, the NASD has routinely
fined and sanctioned brokers for con-
centrating their clients” accounts.?” In
addition, regulators have fined bro-
kerage firms for not having in place
supervisory procedures designed to
catch overconcentration and for failing
to implement those procedures.®

Classically, people think of concen-
tration as putting a large percentage of
an investor’s assets in one stock. But if
an investor had numerous stocks in
the technology industry, for example,
the diversification in numerous securi-
ties provides no protection due to the
concentration within a particular in-



dustry. Generally, diversification re-
quires investment in securities that are
not affected by the same variables.*

When discussing the issue of con-
centration or lack of diversification,
there are two different aspects to it.
The first is what percentage of the
investor’s portfolio should be in stocks
versus cash, bonds or other invest-
ments. The second is what percentage
of only the stock portion of the
investor’s portfolio should be in certain
types of stocks, industries or sectors of
the market.*

Oftentimes attorneys will represent
a client who arguably wanted to un-
dertake additional risk in their portfo-
lio in hopes of higher-than-average
returns. While a customer is perfectly
within his or her rights to pursue such
a strategy, the self-professed riskiness
may not be a viable defense for a bro-
kerage firm who adopted their client’s
strategy.® Similarly, the acquiescence
of the investor to the unsuitable in-
vestments is irrelevant.* These situa-
tions can be framed as “financial
suicide” cases and are discussed below.

Concentration is a common element
in suitability claims and should be care-
fully analyzed in the context of asset
allocation and market diversification.®

Unauthorized Trading

Unauthorized trading occurs when
trades are executed in a customer’s
account without obtaining approval
beforehand, either orally or by written
discretionary authority granted to the
broker or to a third party. One of the
challenges in proving that unautho-
rized trading took place is posed by
the customer’s receipt of confirma-
tions and monthly account statements.
Essentially, the customer must prove a
negative.

The ratification defense will almost
always be raised by defense counsel in
these types of cases. Since ratification
is an equitable defense, it should be
noted that for a defendant to seek eq-
uity, they must do equity. That is, for a
brokerage firm defendant to enjoy the
defense of ratification, they must not
have “unclean hands” themselves.
Proof of a broker’s fraudulent conduct
tends to vitiate the ratification defense
in arbitration cases, especially if the
so-called ratification was not a clear
indication that the customer intended

to adopt the broker’s actions.*

The federal courts have held that
unauthorized trading is not actionable
without an accompanying misrepre-
sentation or nondisclosure.” In Rivera
v. Clark Melvin Securities Corp.* the
court concluded: “A broker’s failure to
inform an investor of transactions
made on his or her account is itself a
material omission, and, in fact, ‘no
omission could be more material than
that.””®

Similarly, in Merrill Lynch, Pierce,
Fenner & Smith, Inc. v. Cheng,” the
court concluded that a broker’s duty
to a customer —under the basic prin-
ciples of agency law—encompasses
the duty to inform the customer of the
right to reject unauthorized trades and
that the failure to do so, as a matter of
law, constitutes a breach of that duty.
Since the customers in this case were
not informed of their right to disavow
the unauthorized trades, said the
Court of Appeals, “there could not
have been ratification” of such
trades.*’ “Ratification occurs only,”
said the court, “when the customer,
with full knowledge of the facts, mani-
fests his intention to adopt the unau-
thorized transaction.”*

Churning

Broker-customer disputes often in-
volve allegations that a brokerage firm
and the broker “churned,” or exces-
sively traded, the customer’s portfolio
in order to generate income for the
firm and broker without regard for the
customer’s best interests.** At the root
of churning cases is the issue of
whether there was reasonable prob-
ability that the securities trading
would be profitable enough to cover
the cost of the trading. Proof of churn-
ing involves three elements: excessive
trading, effective control by the bro-
ker, and self-interest of the broker.*

In most instances, brokerage firms
defend churning allegations by stating
that the customer controlled their own
investments and that the high costs
that the account experienced were
overcome by a rising market. This
defense ignores the fact that once the
customer was invested, the costs of
any further trading must be covered
by returns in excess of the returns that
would have been earned on the securi-
ties held prior to the trading. This is

usually financially impossible, espe-
cially during a market correction. The
“control” defense also ignores the fact
that the traditional criteria for deter-
mining control in churning cases fo-
cuses on who controlled the trading
costs, not necessarily the trading itself.*

In almost all securities cases, the
broker controlled the trading costs
incurred by the customer. Although
the customer typically testifies that
they initiated none of the trading sug-
gestions in their account, such an
analysis is not outcome determinative
since it is at the discretion of the bro-
kerage firm as to the costs and com-
missions related to the trades.*

The excessiveness of trading in an
account is assessed by reviewing the
volume of trading using “turnover
ratios” and the costliness of the trad-
ing using “cost-equity ratios.”

Turnover ratios have been used in
securities fraud cases for almost fifty
years.” The simplest turnover ratio
divides total purchases by the average
equity balance or by the average value
of the securities in the account, then
annualizes the turnover ratio by divid-
ing it by the number of years covered
in the analysis.

Turnover ratios have traditionally
been evaluated using the so-called “2-
4-6 test,” which holds that as the turn-
over ratio observed in the account
increases from 2 to 6, the inference of
churning grows from an indication to
a presumption. There is no scientific
basis for this rule.

Cost-to-equity ratios are a superior
method (as compared to simple turn-
over ratios) of an indicator of churning
because they directly measure the
costliness of the trading.* Properly
interpreted, they provide sound guid-
ance as to whether the trading could
reasonably have been expected to ben-
efit the customer. Cost ratios measure
the fraction of an investment consumed
by trading costs. Annualized cost ratios
yield the portfolio securities” breakeven
rate of return; the account will show a
profit if, and only if, the securities’
gross returns exceed the cost ratio.

For the purpose of calculating the
cost-equity ratio, the only relevant
commission is the cost to the cus-
tomer. There is ample authority for
use of cost-equity ratios (as opposed to
simple turnover rates).*
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Unsuitable Use of Margin

Margin cases come in two varieties.
The most common is the unsuitable
recommendation of a margin account,
and the second is the “unauthorized
liquidation” case.

Generally speaking, the typical issue
in margin cases is that the broker did
not explain to the customer (or simply
that the customer did not understand)
that the portfolio of stocks put up as
collateral could be liquidated to meet
margin calls.* Even if the margin
agreement was signed by the cus-
tomer, he may have had no under-
standing of what the “small print”
implied.

The typical customer margin com-
plaint in the context of liquidation
cases include: allegations that the firm
liquidated the account without giving
the customer prior notice; the firm sent
margin call with deadline for deposit
of funds, but liquidated prior to dead-
line; and the firm liquidated the ac-
count after the deadline but did not
allow the customer to participate in
choosing which securities to liquidate.”

A claim of unsuitability often exists
in margin cases if a broker recom-
mends trades that create a margin
deficiency. Certainly if a broker rec-
ommended a margin trade which the
broker reasonably knew could create a
margin call situation, and also knew
the customer did not have sufficient
assets to satisfy the margin call or did
not understand the margin rules, a
suitability claim could be made.

The Growing Concerns Regarding
Variable Annuity Sales

Annuities are insurance contracts in
which the earnings are tax-deferred.
Variable annuities are essentially a
collection of mutual funds in a tax-
sheltered wrapper. While the term
“guaranteed” is closely associated
with the sale of variable annuities,
they are much more complex and
have disadvantages that are typically
not mentioned by the seller. The
higher fees of most annuities can often
cancel out their tax advantages. Most
annuities lock in investors for years
and saddle heirs with higher taxes,
unlike mutual funds or most other
investments.

As variable annuities and mutual
funds relate to tax considerations,
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compared with mutual funds (held
outside of a variable annuity), the pos-
sibility of an investment loss endows
the holder of the mutual fund with a
real tax option to harvest those losses.
The strategic investor can then re-
establish a similar position at a lower
tax basis and deduct any current
losses against comparable gains. This
creates a tax refund, which supple-
ments the return from the mutual
fund. This type of strategy cannot be
easily employed within a variable an-
nuity. Despite the favorable ordinary
income treatment on losses sustained
in a mutual fund, which can be netted
against ordinary gains, lapsing or sell-
ing the variable annuity will induce
severe surrender charges that would
make such a decision financially im-
possible.

Variable annuity sales implicate a
number of NASD rules and interpre-
tive guidelines.”” These rules contem-
plate a supervisory process in which a
designated supervisor reviews and
approves the opening of an account
and a variable annuity transaction
pursuant to standards established by
member firms, taking into account the

information collected about the customer.

NASD rules require that in recom-
mending to a customer the purchase,
sale or exchange of any security, a
member shall have reasonable
grounds for believing that the recom-
mendation is suitable for such cus-
tomer upon the basis of facts, if any,
disclosed by the customer regarding
his or her other securities holdings
and financial situation and needs. In
most cases, not only is the recommen-
dation of a variable annuity unsuit-
able, but the recommendation of
overly aggressive subaccounts is typi-
cally an aggravating factor.

In the context of variable annuities,
sellers of variable annuities must
make reasonable efforts to obtain in-
formation concerning the customer’s
financial and tax status, financial
objectives, and any other relevant
information.®

In all fairness, there are some inves-
tors who might benefit from an annu-
ity. Variable annuities may be a
suitable investment if an investor
meets the following criteria: the inves-
tor has maximized all other tax-
advantaged retirement plans such as

401(k)s and IRAs and the investor’s
tax bracket is at least 28%, otherwise
tax-benefits will not outweigh the ex-
tra fees that variable annuities impose.
High-income investors benefit because
there are no maximum investment
limits, as with IRAs and 401(k)s.

Who fits this profile? One may
speculate that no investor would fit
this profile.

Most variable annuity complaints
address the sale of variable annuities
as the funding vehicle for an IRA ac-
count. In this instance, the sales prac-
tice issues pertain to whether sales of
variable annuities as funding vehicles
for an IRA are suitable, given that the
tax deferral of an IRA makes unneces-
sary the tax deferral aspect of the un-
derlying variable annuity investment.
Both the SEC and the NASD have is-
sued guidance on qualified sales.*

From a tax perspective, the recom-
mendation to purchase variable annu-
ities often makes an investor’s tax
situation worse.

In 1997 Congress cut the tax rate on
long-term capital gains to 20%. Income
produced from variable annuities is
taxed at the annuitant’s top tax bracket
(usually 31% or higher in the case of
most investors). Tax considerations
must be addressed in a suitability de-
termination. Put simply, there is rarely
alogical way that the seller of an an-
nuity can justify transforming capital
gains and losses into ordinary income
tax rates. The widening gulf between
the regular tax rates that ultimately
apply to annuity earnings and the 20%
rate from profits from straight mutual
funds means that it takes longer for
the benefits of tax deferral inside the
annuity to overcome the loss of capital
gains treatment.

The recent attention that has been
paid to variable annuities is not just a
product of regulators and the plain-
tiffs” securities bar. The financial news
media recognizes the same concerns.
Not only are the general articles about
variable annuities unflattering, they
are universally condemning.

Variable Annuity Switching
Another corresponding topic con-
cerning variable annuities is “switch-
ing” or “flipping” variable annuity
contracts. The IRS allows an annuitant
to exchange their existing annuity for



a new annuity without paying tax on
the income and investment gains
earned on the original contract.>
Switching has become a common
complaint because variable annuities
impose a variety of fees upon the ini-
tial investment, such as the following:

e Surrender charges: amount the cus-
tomer owes if they withdraw from the
annuity before a specified period

* Mortality/expense risk charges:
amount the insurance company
charges for the insurance risk it takes
under the contract

* Administrative fees: amount
charged for recordkeeping and other
associated administrative expenses

e Underlying fund expenses: charges
to customers relating to the invest-
ment options of the annuity

e Other special charges: expenses
related to death benefits or guaranteed
minimum income benefits

There is no question that the IRS
allows customers the ability to ex-
change an annuity that a customer
already owns for a new annuity with-
out paying tax on the income and the
investment gains earned on the origi-
nal contract.’” However, this is not an
invitation for an investment profes-
sional to recommend the annuity
switch without a suitable basis for the
recommendation, as set forth below.

NASD has issued guidance on vari-
able annuity switching.*® Certainly it is
the opinion of the insurance industry
that there are several instances where
switching an annuity to a new contract
may make sense.

Many sellers base the sale of a vari-
able annuity on the premise of a “bo-
nus credit”; this practice is nothing
short of unscrupulous. Bonus credits
(1% in this instance) come at a cost,
usually in the form of higher surren-
der charges, longer surrender periods,
and increased mortality and expense
fees. The customer will eventually pay
more in the way of penalties and fees
than they will have received as a
credit. As outlined in the NASD
Investor Alert, there are a litany of rea-
sons why exchanging an annuity is

not a good decision.”

As a regulatory matter, the invest-
ment professional recommending the
exchange of the annuity must advise
the customer about the pros and cons
of the exchange. Secondly, the broker
is permitted to recommend such an
exchange to the customer only if it is in
their best interest and only after evalu-
ating the customer’s personal and fi-
nancial needs, tolerance for risk, and
the financial ability to pay for the pro-
posed contract.

Financial Suicide Cases

Over the last several years, securities
attorneys have brought—with a fair
degree of success—customer claims
against brokers on the grounds that
the broker had an obligation to pre-
vent them from engaging in risky
trades and trading strategies, even
when the broker did not recommend
the strategy in question or control the
customer’s account.® Most claims are
derived from the broker’s duty of fair
dealing and the broker’s duty to “know
his customer.”

NASD rules require that a registered
representative, when recommending
investments, determine that such in-
vestments are suitable for the cus-
tomer. The National Adjudicatory
Council has confirmed this in District
Business Conduct Committee No. 7 v.
Vaughan.®* Here, the NAC stated:

A broker must make a customer-spe-
cific determination of suitability, and
he or she must recommend only those
securities that fit the customer’s finan-
cial profile and investment objective.
...The broker must make recommen-
dations based on the information he
or she has about the customer, rather
than on speculation.

Further, the NAC noted that even a
purported sophisticated investor, who
enjoys and encourages trading in
speculative securities, is entitled to the
protections of NASD Conduct Rule
2310. The NAC stated that a customer’s
prior transactions are not relevant in a
suitability determination, and a his-
tory of risky trading does not mitigate
a broker’s conduct.®?

The NASD has reached the same
conclusion. In the case of In re Robert J.
Kernweis,®® NASD fined and censured

a registered representative for promot-
ing a dangerous and risky trading
strategy by a retiree with limited assets.

In sum, a brokerage firm cannot
escape liability in this instance by
claiming that “we only sold him the
bullets.”®*

The Propriety of Fee-Based
Accounts

A new development in this area of
law deals with the propriety of fee-
based accounts (or “wrap fee” ac-
counts). These “managed” portfolios
leveled fees of 1% to 2.5% of the total
assets under management for each
investor. Oftentimes, these fees are
unconscionable and unjustifiable.®®

For a brokerage firm, the strategic
advantages of fee-based accounts are
immediately apparent, such as
annuitizing commission income and
realizing substantial savings through
reductions in retail brokerage person-
nel. Firms often suggest to their cus-
tomers that for a low annual fee they
can obtain the services of a profes-
sional, pooled-investment manager (to
do what the customer expected the
broker to do) for no greater expense
than normal transaction costs. The
more the customer commits to the
program, the lower the annual fee
percentage.

The intended consequences of fee-
based accounts are (1) the annuitization
of commission income regardless of
market conditions and account activ-
ity; (2) the selling of unnecessary ser-
vices to customers; (3) the separation
of brokers from investment recom-
mendations, eliminating some types of
potential commission-driven liability;
(4) the binding of the customer to the
brokerage firm, making transfer of
accounts difficult; and (5) the promo-
tion of an erroneous perception that
wrap-fees eliminate conflicts of interest.

If the wrap-fee includes asset-man-
agement, a broker no longer has to
actively manage his accounts to gener-
ate commission income. By parking a
customer’s investments in any num-
ber of fee-based managed accounts or
pooled funds, the broker will free him-
or herself to focus on marketing activi-
ties, financed by annual fee income for
the life of the customer.

Brokerage firm publications and
promotional materials represent that
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wrap-fees eliminate conflicts of inter-
est, ostensibly because they substitute
fees for commissions (as if churning
were the only concern!). Despite these
lofty claims, fee-based accounts are
replete with undisclosed conflicts of
interest that can support claims of
material misrepresentation.

From a practical standpoint, do cus-
tomers really need active portfolio
management as well as the annual-fee
percentage? The answer is more than
likely, no.

For example, why would a retiree’s
IRA account need to be actively man-
aged? Asillustrated in the damage
analysis below, these customers
would have been much better off be-
ing invested in bonds and mutual
funds, where the transaction costs
would have been minimal. If respon-
dents had placed these IRAs in A
share mutual funds, all the customers
would have realized substantial
breakpoints and qualified for very low
management fees.® Instead, they
chose the most expensive investment
route for them.

Low-fee accounts will always grow
faster than fee-based accounts and
without the additional hurdle of the
fee; the non-fee account can accom-
plish its objectives far less aggressively.

In short, fees mandate higher-risk
investments. The customer in this case
sees 10% projections and is not sophis-
ticated enough to perceive when 10%
really means 12.5% or higher.

Wrap-fees and managed accounts
typically facilitate a broker’s promo-
tional and marketing activities, some-
thing that most brokers engaged in
traditional account management ac-
tivities have little time to do, i.e. a bro-
ker can churn only a few accounts at a
time, but asset-fees can be applied
across the board to all customer ac-
counts. Churning is a tactical violation
against the individual customer;
wrap-fee accounts are structural
changes focusing on maximizing rev-
enues from the broker’s book while
facilitating the marketing capability of
the broker.

Wrap-fees should mandate regular
supervisory reviews to protect the
client against excessive costs on low or
moderate turnover accounts. There
should be an analysis annually to com-
pare fees with commissions. Most bro-
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kerage firms fail to fully disclose costs
and to supervise the recommendation
of fee-based accounts.

Conclusion

In conclusion, representing inves-
tors in securities fraud actions requires
an attorney to be well-versed not only
in securities laws and the securities
arbitration process, but also competent
in the financial markets and the multi-
tude of investments available to cus-
tomers.

In an area of the law that is rela-
tively new and constantly developing,
counsel should consider Kansas rights
of recovery to the maximum extent
possible. While many commentators
speculate that the market decline that
decimated so many retirees’ portfolios
in 2000-2002 is over, it is this author’s
opinion that while the dust has settled
for the time being, this area of law will
continue to develop and grow as more
and more retirees leave the workforce
and enter retirement. O
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plained the risks to a customer, the secu-
rities he recommended for her accounts
would still have been unsuitable. The
SEC has made it clear that even in those
situations where a customer seeks to
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For example, a $200,000 portfolio with a
2% wrap-fee generates an annual fee that
is identical to 1% commissions with
annual turnover of 100% buys and 100%
sells. A conservative portfolio, with turn-
over of 30% buys and 30% sells, would
produce commissions of $18,562 at 1.25%
over 10 years in contrast to $46,446 in

wrap-fees (250% of commissions) over
the same period, an excess of $27,885
($2,788/year) in costs.

The conclusions are evident, for con-
servative accounts with less than 100%
turnover/year an investor is likely to be
far better off paying the commissions.
This type of analysis will persuade an
arbitration panel that for many conserva-
tive and senior citizen investors, wrap-
fees equate to a structural commission
driven abuse that heavily rewards the
broker and offers only illusory benefits to
the customer.

% Class A shares typically have a sales

charge that is paid when you invest in
the shares. This is called a “front load”
because the commission is paid upfront.
Front loads vary by fund but usually
range from 3 percent to 5.75 percent.
Class B shares typically have deferred
sales charges. Investors pay the sales
charge when the fund is sold, and the
amount of the sales charge declines each
year. Often with Class B shares there is
no deferred sales charge if you sell the
fund after owning it for five to seven
years. However, Class B shares have
higher annual expense ratios than Class
A shares, so the broker can be compen-
sated from these annual fees. With the
Class A shares the broker is paid upfront,
and you pay lower annual expenses.
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